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Audit Risk Alert—1995/96
Introduction
This Alert is intended to help auditors plan their 1995 year-end
audits. Successful audits are a result of a number of factors, including
the acceptance of clients with integrity; adequate partner involvement
in planning, supervising, and performing audits; an appropriate level
of professional skepticism; and the allocation of sufficient audit re
sources to high risk areas. Addressing these factors in each audit en
gagement requires substantial professional judgment based, in part, on
a knowledge of professional standards and current developments in
business and government.
Throughout the audit process, from the initial consideration of
whether to accept a client to the issuance of an audit report, auditors
should consider overall engagement risk. Engagement risk consists of
the following three components:
1.

Client's business risk—The risk associated with the entity's survival
and profitability

2.

Audit risk—The risk that the auditor may unknowingly fail to ap
propriately modify his or her opinion on financial statements that
are materially misstated

3.

Auditor's business risk—The risk of potential litigation costs from
an alleged audit failure and the risk of other costs (whether an
audit failure is alleged or not) such as fee realization and reputa
tional effects from association with the client

Although this Alert does not provide a complete list of risk factors to
be considered, and the items discussed do not affect risk in every audit,
it can be used as a planning tool for considering matters that may be
especially significant for a specific audit. During the conduct of all en
gagements, auditors must remember that their responsibilities to
boards of directors, shareholders, creditors, and the public are para
mount. This requires traits that are hallmarks of auditors—inde
pendence, objectivity, and integrity.

Implication of the Current Economic Environment
The Dow Jones industrial average has risen to record highs nearly
every day in 1995 as fears of inflation ebb and the U.S. economy contin
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ues its slow growth. As it now appears, by 1996—an election year—the
United States will be in a slow-growth economy led by corporate
spending in this country and abroad. Consumer spending likely will
pick up after another bout of trimming back debt, but not for a few
quarters. The gross national product is expected to grow at a 2 to 3
percent rate in 1996.
Still smarting from the 1990-1991 recession, American businesses
have been watching the economy very closely since growth down
shifted abruptly from the 5.1 percent pace of late 1994 to a 2.8 percent
rate in early 1995. Four years after the recovery began, wages remain
virtually stagnant, taking a toll on buying power. Installment borrow
ing by hard-pressed consumers has expanded by some $80 billion, to
$356 billion, since late 1992. Loan payments now take as large a bite out
of disposable income as they did during the debt-burdened 1980s. As a
result, consumers are turning cautious, and consumer spending has
risen at an anemic 1.4 percent annual rate in 1995.
The drag from higher short-term interest rates could make the econ
omy seem pretty shaky for a while. But analysts on and off Wall Street
believe the current pause will prove refreshing— by keeping inflation
under wraps and thus allowing long-term interest rates to come down
further. That combination, in turn, should ensure continued economic
expansion. The consensus forecast calls for economic growth to aver
age around 2.5 percent and inflation around 3.5 percent through 1996.
Economic expansion has made life more profitable for most entities.
Going forward, domestic demand may slacken, but entities that can
exploit export markets should keep logging big gains.
Current economic conditions may raise a number of issues to which
auditors should be alert when planning a 1995 year end audit. Some of
the more relevant issues are discussed in the sections that follow.

Increase in Merger Activities
As outlined in the preceding section, among the characteristics of the
current economic environment are a soaring stock market in the
United States, steady interest rates, and low inflation. These facts seem
to have triggered an "urge to merge," which may also reflect interest
by foreign companies in investing in the United States particularly be
cause of the lower U.S. dollar. Economic conditions may also heighten
an urge to go public through initial public offerings (IPOs).
In view of the number of recent mergers and acquisitions, often at a
premium to book value, auditors should pay particular attention to
purchase price allocations and be satisfied that (1) the amounts as
signed are supported by appraisals or other appropriate documenta
tion and (2) that assigned am ortization periods for intangibles,
8

especially goodwill, are reasonable (forty years is not always reason
able). For publicly held companies, the Securities and Exchange Com
mission (SEC) is closely scrutinizing amortization periods for goodwill
and other intangible assets. The SEC staff is likely to raise questions
w here inform ation in M anagem ent's D iscussion and A nalysis
(MD&A) calls into question either the carrying amount or the assigned
amortization periods for recorded intangibles.
Auditors should reassess each year the realization of the carrying
amount of intangibles and consider whether the amortization period
continues to be appropriate in light of current-year events, such as
operating losses, competition, planned restructurings, or plans to dis
pose of operations. Auditors also should consider carefully any provi
sions of a com bination agreement that call for post-acquisition
adjustments of purchase price. Contingent payments should be appro
priately classified as either purchase price or compensation depending
on the facts and circumstances.

Exiting an Activity
Entities continue to announce large layoffs and plant closings that
result in significant charges to earnings. A restructuring occurs when
an entity changes its business strategy or its corporate structure in
hopes of achieving improved operating results in the future. Restruc
turings typically give rise to employee-related costs, costs associated
with elimination of product lines, and costs related to consolidation of
operations. Restructurings also prompt asset write-downs and losses
on expected disposals of assets.
The Emerging Issues Task Force (EITF) of the Financial Accounting
Standards Board (FASB) published EITF Issue No. 94-3, Liability Recog
nition fo r Certain Employee Termination Benefits and Other Costs to Exit an
Activity (Including Certain Costs Incurred in Restructuring). Specifically,
the EITF consensus limits accrual of restructuring costs related to
employee termination benefits and other costs to exit an activity; it
prohibits anticipation of costs that will benefit activities that will be
continued. In addition to limiting the types of costs accrued, the
EITF consensus established additional conditions that must be met
for a restructuring charge to be accrued. Entities must now commit
to a formal exit plan that meets specified criteria before exit costs
may be accrued. For public entities, the SEC is continuing to focus
on the appropriateness of restructuring charges. That focus has re
sulted in expanded disclosure and, in some cases, restatement of
previously issued financial statements. It is anticipated that the EITF
consensus will reduce the number and amounts of restructuring
charges.
9

EITF Issue No. 94-3 uses the term exit costs to describe costs that are
not associated with or do not benefit activities that will be continued.
An exit cost is one that meets either of the following conditions:
1.

The cost was not incurred by the entity prior to the date manage
ment committed to an exit plan (the commitment date) and will be
incurred as a direct result of the plan to exit an activity.

2.

The cost was incurred under a contractual obligation prior to the
commitment date and will either continue after the activity is
stopped, with no economic benefit, or will result in a cancellation
penalty when canceled.

Examples of exit costs include a cancellation penalty for a lease relat
ing to a facility that will no longer be used. (See the appendix of the
EITF consensus for examples of costs that do not qualify as exit costs.)
Exit costs should be recognized as liabilities at the commitment date.
A liability should be recognized only for exit costs that can be reason
ably estimated at that time. Other exit costs should be recognized when
they can be reasonably estimated. Exit costs should be reported as a
component of continuing operations gross of any income-tax effect.
Operating revenues and expenses related to activities that will be ex
ited should be included in other operating activities and not combined
and reported as a separate component of income.
When an entity revises preconsensus restructuring plans, SEC regis
trants should consider carefully if the revision is a change in estimate
of the plan costs or a modification that results in a new plan that there
fore is subject to the guidance of EITF Issue No. 94-3. The SEC staff has
noted that it will be looking for the disclosures specified in the EITF
consensus and has emphasized that the EITF required a description of
the types and amounts of exit costs paid and charged against recorded
liabilities for financial statements of all periods prior to completion of
the exit plan.

Reliance on Third Party Funding
In today's economy, auditors may observe an increase in the number
of circumstances involving client reliance on third party funding to
support deficit operations and mitigate going concern issues. In addi
tion, auditors may observe increased numbers of clients carrying sig
nificant balances due from related entities or significant stockholders.
Management's plan may rely on the continued support of deficit op
erations by a wealthy owner or other related party. The auditor's deci
sion not to modify the auditor's report for a going concern uncertainty
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depends on receiving adequate evidence regarding the third party's
future participation and support.

New Auditing and Attestation Pronouncements
Amendments to Statements on Auditing Standards and
Statements on Standards for Attestation Engagements Issued
In November 1995, the AICPA's Auditing Standards Board (ASB)
issued Statement on Auditing Standards (SAS) No. 77, Amendments to
SAS No. 22, Planning and Supervision, No. 59, The Auditor's Consid
eration of an Entity's Ability to Continue as a Going Concern, and No.
62, Special Reports. These amendments, among other things—
• Clarify that a written audit program is required in every audit.
• Preclude the use of conditional language in the auditor's explana
tory paragraph to indicate that there is substantial doubt about the
entity's ability to continue as a going concern. This amendment is
necessary as some auditors continue to issue reports in which the
auditor's conclusion about the entity's ability to continue as a go
ing concern is unclear because of the use of conditional terminol
ogy such as "If the company is unable to obtain refinancing, there
may be substantial doubt about the company's ability to continue
as a going concern."
In addition, the ASB issued Statement on Standards for Attestation
Engagements (SSAE) No. 5, Amendment to SSAE No. 1, Attestation
Standards. This amendment provides guidance on the nature and ex
tent of working papers for attestation engagements.

Amendments to Statement on Auditing Standards No. 12
In September 1995, the ASB issued SAS No. 76, Amendments to SAS
No. 72, Letters for Underwriters and Certain Other Requesting Parties
(AICPA, Professional Standards, vol. 1, AU sec. 634). This Statement is
effective for letters issued pursuant to paragraph 9 of SAS No. 72 after
April 3 0 , 1996.
Accountants may be requested to provide a comfort letter, for in
stance, in connection with a municipal bond offering; however, the
party requesting the comfort letter often is not willing to provide the
accountant with the representations required in paragraphs 6 and 7 of
SAS No. 72. This new SAS provides reporting guidance and an exam-
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ple of a letter, actually a form of agreed-upon procedures report, that
the accountant can provide in response to such a request.

Two New Standards for Agreed-Upon Procedures Engagements
The ASB also issued two new Standards in September 1995 deal
ing with agreed-upon procedures—SAS No. 75, Engagements to Ap
ply Agreed-Upon Procedures to Specified Elements, Accounts, or Items o f
a Financial Statement (AICPA, Professional Standards, vol. 1, AU sec
tion 622), and SSAE No. 4, Agreed-Upon Procedures Engagements
(AICPA, Professional Standards, vol. 1, AT section 600). SAS No. 75
supersedes SAS No. 35 of the same name. Both standards were is
sued because the ASB had observed that there was wide diversity in
practice in performing agreed-upon procedures engagements, and
also because existing guidance did not address significant issues re
lated to these engagements.
Both SAS No. 75 and SSAE No. 4 provide detailed guidance on topics
such as agreement on and sufficiency of procedures, engagement let
ters and representation letters, and the practitioner's responsibility for
knowledge of matters outside the agreed-upon procedures. In addi
tion, both Standards provide detailed reporting guidance, including
illustrative reports, and guidance on combined reporting—that is, re
porting when engaged to perform agreed-upon procedures as part of
or in addition to another form of service (for example, a review or
compilation of a financial statement).
The primary difference between the two Standards is that SAS No.
75 is applicable when a practitioner applies agreed-upon procedures
to specified elements, accounts, or items of a financial statement,
and SSAE No. 4 is generally applicable when a practitioner applies
agreed-upon procedures to nonfinancial statement subject matter—
for example, inspecting dates noted on shipping documents to de
term ine w hether the dates are prior to a specified cutoff date.
Another difference between the two Standards is that SSAE No. 4
requires a written assertion from management as a condition of en
gagement performance and SAS No. 75 does not have this require
ment because assertions are effectively embodied in the elements,
accounts, or items of a financial statement, where the basis of ac
counting is clearly evident.
Both SAS No. 75 and SSAE No. 4 prohibit the practitioner from ex
pressing negative assurance in agreed-upon procedures reports by
stating that the practitioner should present the results of applying
agreed-upon procedures in the form of findings. (The predecessor
agreed-upon procedures standards permitted practitioners to provide
negative assurance in agreed-upon procedures reports.) The ASB pro
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hibits the expression of negative assurance in agreed-upon procedures
reports because such language could cause users to conclude that the
practitioner was communicating assurance beyond the findings in his
or her report. Also, the ASB believes that negative assurance should be
reserved for review-level engagements.
Both SAS No. 75 and SSAE No. 4 address the use of internal auditors
in agreed-upon procedures engagements. These Standards state that
internal auditors or other personnel may prepare schedules, accumu
late data, or provide other information for the practitioner's use in per
forming agreed-upon procedures. However, the Standards clearly
state that the agreed-upon procedures enumerated or referred to in the
practitioner's report are to be performed entirely by the practitioner.
Both Standards also provide examples of appropriate and inappropri
ate use of internal auditors.
Both SAS No. 75 and SSAE No. 4 are effective for reports dated after
April 30, 1996, with earlier application encouraged. To reduce expo
sure to liability, practitioners should consider early adoption of the
new Standards, especially by eliminating negative assurance, and
specifying the user agreement as to the suitability of procedures.

Revised Standard Providing General Guidance on Compliance
Audits of Recipients of Governmental Financial Assistance
In February 1995 the ASB issued SAS No. 74, Compliance Auditing
Considerations in Audits o f Governmental Entities and Recipients o f Govern
mental Financial Assistance (AICPA, Professional Standards, vol. 1, AU
sec. 801), to provide general guidance to practitioners engaged to per
form compliance audits of recipients of governmental financial assis
tance. SAS No. 74, which supersedes SAS No. 68, Compliance Auditing
Applicable to Governmental Entities and Other Recipients o f Governmental
Financial Assistance, reduces the level of detail provided at the auditing
standard level. Practitioners should be aware that the detailed audit
and reporting guidance previously in SAS No. 68 is now provided in
the Audit and Accounting Guide Audits o f State and Local Governmental
Units (Product No. 012055HV, $28 members/$31 nonmembers) and in
Statement of Position (SOP) 92-9, Audits o f Not-for-Profit Organizations
Receiving Federal Awards (Product No. 014852HV, $14 members/$15.50
nonmembers).
SAS No. 74 continues to recognize three levels of audits—generally
accepted auditing standards (GAAS), Government Auditing Standards
(also known as the Yellow Book), and certain other federal require
ments—of recipients of governmental financial assistance. SAS No. 74
is applicable when the auditor is engaged to audit a governmental
entity under GAAS, under Government Auditing Standards, and in cer
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tain other circumstances involving governmental financial assistance,
such as single or organization-wide audits or program-specific audits
under certain federal or state audit regulations. SAS No. 74 is effective
for audits of financial statements and of compliance with laws and
regulations for fiscal periods ending after December 3 1 , 1994.

Auditing Interpretations Issued in 1995
In 1995, the Audit Issues Task Force (AITF) of the ASB issued several
auditing Interpretations, some of which are discussed in the sections
that follow. Interpretations are issued by the AITF to provide timely
guidance on the application of ASB pronouncements, and are re
viewed by the ASB. An Interpretation is not as authoritative as a pro
nouncement of the ASB, but practitioners should be aware that they
may have to justify departures from an Interpretation if the quality of
their work is questioned.
Client Representations. In October 1995, the AITF issued an auditing
Interpretation of SAS No. 19, Client Representations (AICPA, Profes
sional Standards, vol. 1, AU sec. 333), titled "Management Repre
sentations When Current Management Was Not Present During the
Period Under Audit" (AICPA, Professional Standards, vol. 1, AU sec.
9333). This Interpretation provides guidance for obtaining a written
management representation letter when current management was
not present during the period under audit. This Interpretation states
that in an audit engagement, the auditor should obtain written rep
resentations from current management on all periods covered in the
auditor's report. Practitioners encountering this situation may wish
to obtain tailored representations from individuals within the or
ganization, such as the accounting manager, or suggest that current
management obtain representation letters from those who report to
them.
Practitioners should be aware that the guidance in this Interpretation
has caused many firms to reconsider their current practices and proce
dures in this area.
Reissuing the Auditor's Report to Remove a Going Concern Report
Modification. In August 1995, the AITF issued an auditing Interpreta
tion of SAS No. 59, The Auditor's Consideration o f an Entity's Ability to
Continue as a Going Concern (AICPA, Professional Standards, vol. 1, AU
sec. 341), titled "Eliminating a Going Concern Explanatory Paragraph
From a Reissued Report" (AICPA, Professional Standards, vol. 1, AU sec.
9341). On occasion, a client may request that the auditor reissue a re
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port or consent to its inclusion in a regulatory filing and remove a
going concern explanatory fourth paragraph because the client be
lieves that the original condition or event giving rise to the going con
cern issue has been subsequently resolved. For example, if the auditor
had previously modified his or her report for going concern because of
continuing operating losses, loss of a major customer, or inability to
restructure its debt, but subsequently the client has taken what it be
lieves are appropriate steps to rectify these problems, the auditor may
reissue the report without the going concern report modification.
However, before doing so, the auditor should (1) audit the condition,
event, or transaction that the client has indicated resolves the going
concern issue and (2) perform subsequent events procedures, includ
ing obtaining updated legal confirmations and an updated general
representation letter.
If the auditor is satisfied that the matter giving rise to the original
going concern report modification has been satisfactorily resolved, and
the results of subsequent events procedures do not reveal any new
problems, the going concern report modification may be removed in
the reissued report. The report ordinarily should be dual-dated for the
subsequent event that mitigates the original matter or matters giving
rise to going concern.
This may also apply when, as predecessor auditor, the auditor is
requested by a former client to reissue a report or consent to its use in
an offering document. However, it would be acceptable to have the
successor auditor perform the work on the behalf of the predecessor
auditor. If the successor auditor has completed an audit of a sub
sequent period, and represents to the predecessor auditor that he or
she does not intend to modify the report for a going concern problem,
the predecessor auditor may, but is not required to, accept the succes
sor auditor's representation in lieu of performing the subsequent event
procedures regarding the going concern issue.
Filings Under Federal Securities Statutes. An auditing Interpretation
of SAS No. 37, Filings Under Federal Securities Statutes (AICPA, Profes
sional Standards, vol. 1, AU sec. 711) was issued. This Interpretation
amends Interpretation No. 2 of AU section 711 titled "Consenting to
Be Named as an Expert in an Offering Document in Connection
With Securities Offerings Other Than Those Registered Under the
Securities Act of 1933" (AICPA, Professional Standards, vol. 1, AU sec.
9711), to clarify that if the term expert is defined under applicable state
law, the accountant may agree to be named as an expert in an offer
ing document in an intrastate securities offering. The accountant
may also agree to be named as an expert, as that term is used by the
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Office of Thrift Supervision (OTS), in securities offering documents
that are subject to the jurisdiction of the OTS.
Reports on the Processing o f Transactions by Service Organizations. The
AITF issued two new auditing Interpretations of SAS No. 70, Reports
on the Processing o f Transactions by Service Organizations (AICPA, Pro
fessional Standards, vol. 1, AU sec. 324). Interpretation No. 1, "D e
scribing Tests of Operating Effectiveness and the Results of Such
Tests" (AICPA, Professional Standards, vol. 1, AU sec. 9324), clarifies
what information and how much detail should be included in a
service auditor's description of the tests. Interpretation No. 2, "Serv
ice Organizations That Use the Services of Other Service Organiza
tions (Subservice O rganizations)," provides guidance on how a
user auditor's and a service auditor's procedures are affected when
a service organization uses a subservice organization. It describes
how a user auditor may obtain information about relevant control
structure policies and procedures at a subservice organization, iden
tifies what information about a subservice organization should be
included in the service organization's description of policies and
procedures, and indicates how a service auditor's report is af
fected when a service organization uses a subservice organization.
Reporting on a Special-Purpose Financial Statement That Results in an
Incomplete Presentation But Is Otherwise in Conformity With Generally
Accepted Accounting Principles (GAAP). Interpretation No. 13 of SAS
No. 62, Special Reports, titled "Reporting on a Special-Purpose Fi
nancial Statem ent That Results in an Incomplete Presentation But
is Otherwise in Conformity With Generally Accepted Accounting
Principles" (AICPA, Professional Standards, vol. 1, AU sec. 9623),
w as also issued in 1995. It provides guidance w hen, for exam 
ple, an entity wishing to sell a division or product line prepares
an offering memorandum that includes a special-purpose finan
cial statem ent that presents certain assets and liabilities, reve
nues, and expenses relating to the division or product line being
sold. The Interpretation discusses (1) whether an offering mem o
randum (not including a filing with a regulatory agency) consti
tutes a contractual agreement for purposes of issuing an auditor's
report under AU sec. 623, (2) whether an agreement between a
client, and one or more third parties other than the auditor, to
prepare financial statements using a special-purpose presentation
constitutes a contractual agreement for purposes of issuing an
auditor's report under AU sec. 623, and (3) w hat guidance the
auditor should follow w hen he or she is requested to add add
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itional third parties that were not parties to the original contract or
agreement to the restricted distribution of his or her report.

Audit Issues
Auditor Skepticism
Auditors should be more skeptical about the answers they receive
from management. Explanations received from an entity's manage
ment are merely a first step in an audit process, not the only or the last
step. Auditors must listen to the explanation, then examine or test it by
looking at sufficient competent evidential matter. The familiar phrase
healthy skepticism should be viewed as a "show-me" attitude and not a
predisposition to accepting unsubstantiated explanations. Auditors
should document findings and conclusions in the working papers as if
they will be challenged.

Use of Analytical Procedures
Current guidance for the application of analytical procedures as part
of the audit is found in SAS No. 56, Analytical Procedures (AICPA, Pro
fessional Standards, vol. 1, AU sec. 329). Three broad types of analytical
procedures commonly used by auditors are the following:
1.

Trend analysis is the comparison of an account balance or item to
the prior year balance or to a trend of balances from two or more
prior periods.

2.

Ratio analysis is the comparison of a ratio calculated for the current
year to a related or similar ratio for a prior year, an industry aver
age, or a budget. Ratios commonly have financial statement data
in the numerator and the denominator.

3.

Model-based procedures involve the use of client operating data and
the relevant external data (industry information and general
economic information) to develop an expectation for the account
balance or item. There are two types of model-based proce
dures—reasonableness tests and regression analysis. Modelbased procedures differ from ratio and trend analysis in two key
ways: (a) although expectation formation is implicit in trend and
ratio analysis, expectation formation is explicit in model-based
procedures, and (b) model-based procedures use operating and
external data in addition to financial data to develop the expecta
tion.
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SAS No. 56, paragraph 5, states that "Analytical procedures involve
comparisons of recorded amounts, or ratios developed from recorded
amounts, to expectations developed by the auditor." Whatever type of
analytical procedures are used by the auditor, there are three general
steps in performing these procedures:
1.

Develop an expectation for the account balance or item, using
trend analysis, ratio analysis, or model-based procedures.

2.

Compare the expected amount to the recorded balance.

3.

Based on the difference between the recorded and estimated bal
ance, and using consideration of the objectives and of the preci
sion of the procedure, determine the desired nature and extent of
further audit testing.

Analytical procedures are an important audit tool, the effectiveness
of which can be greatly increased by proper attention to expectation
formation and assessment of the precision of the procedure. Auditors
should be cautioned not to view analytical procedures as an easy and
inexpensive audit approach. Rather, the use of analytical procedures
should be viewed as an audit approach that can and sometimes should
require considerable planning and effort, but that provides evidence
commensurate with that planning and effort. Explanations of differ
ences discovered during the application of analytical procedures
should be clearly documented in the working papers.

Using the Work of an Attorney
Auditors should be aware that audit guidance is provided in SAS
No. 73, Using the Work o f a Specialist (AICPA, Professional Standards, vol.
1, AU sec. 336), when relying on the representations or work of an
attorney for other than litigation, claims, and assessments as addressed
in SAS No. 12, Inquiry o f a Client's Lawyer Concerning Litigation, Claims,
and Assessments (AICPA, Professional Standards, vol. 1, AU sec. 337). For
example, if an attorney is engaged by the client or the auditors to inter
pret the provisions of a contractual agreement, that attorney should be
treated as a specialist for the purpose of using the attorney's work as
evidential matter in performing substantive tests to evaluate material
financial statement assertions.
In this and similar situations, the auditor should follow the guidance
in SAS No. 73, including the need to evaluate the professional qualifi
cations of the attorney. Additionally, just as SAS No. 12 urges the audi
tor to get the attorney's response in writing, it is also a good practice to
obtain legal opinions in writing on SAS No. 73 matters that are com
plex and material to the financial statements.
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Audit Sampling
Under SAS No. 39, Audit Sampling (AICPA, Professional Standards,
vol. 1, AU sec. 350), there are four key requirements related to audit
sampling:
1.

A sample should be selected in such a way that it may be expected
to be representative of the population from which it is selected.

2.

Misstatements disclosed in a sample should be projected to the
population, thus yielding an estimate of the total projected mis
statement in the population.

3.

The auditor should consider sampling risk, which is the risk that
a sample will result in an incorrect audit decision.

4.

The auditor should consider tolerable misstatement, which is the
auditor's specification of the largest error that may exist in the
sampled population without causing the financial statements to
be materially misstated.

A recent survey was conducted by the Audit Sampling and Analyti
cal Techniques Committee of the New York State Society of CPAs. Sur
vey forms were mailed to eight hundred New York firms (with two or
more professionals). The findings of the survey are based on 163 usable
responses from the firms that reported having an audit practice.
The survey indicated that, SAS No. 39's requirements notwithstand
ing, large percentages of responding firms did not project misstate
m ents, consider tolerable m isstatem ent, or consider the risk of
incorrect acceptance. The survey results suggest many firms could
benefit from further education in the proper use of audit sampling and,
to some extent, the audit-risk model.
SAS No. 39 requires selection of a "representative sample." This does
not mean that the sample selection process must be random so that
each item has an equal chance of selection. It does mean that the selec
tion process should not create a sample that has characteristics so dif
ferent from the population that any sample projection is unreliable.
Selection of every nth. item is certainly one approach that normally
results in representative samples. Selection of items based on scanning
for "interesting" items, including large extensions or quantities as well
as other characteristics, can also create acceptable samples provided
the judgmental process does not exclude significant portions of the
population. For example, weighting the judgmental selection toward
large extensions in the raw materials of a manufacturer could result in
extensive testing of the pricing of steel and exclusion of cheaper types
of components from the samples tested. Although the steel in the ex
ample may deserve more attention, the sample selection should not
exclude other types of inventory.
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Although SAS No. 39 mandates projection of misstatement rates, it
first requires consideration of why the misstatement occurred. Projec
tion is required to emphasize the fact that misstatements cannot be
assumed to be isolated. The reliability of the projection is dependent on
whether the misstatement occurred uniformly throughout the popula
tion. The audit judgment can be made only after the reasons for the
misstatements' occurrences have been determined. Auditors should,
therefore, investigate misstatements as well as project them.
For further information about SAS No. 39 and its requirements,
auditors can refer to the following AICPA publications:
1.

General Audit and Accounting Guide Audit Sampling (Product
No. 013144HV, $28 members/$31 nonmembers)1

2.

Continuing Professional Education Course Audit Sampling—MicroMash (Product No. 700493HV/DOS 3.5" or Produ ct No.
700495HV/Windows 3.5" $120)

Audit Team's Responsibility for Subsequent Events for
Period From Completion of Fieldwork to the Release of
the Auditor's Report
Sometimes a client may request the auditor to delay issuance of the
audit report, pending resolution of a matter that could affect either the
financial statements or the report (for example, settlement of a lawsuit
or refinancing of debt). On occasion, these delays can extend several
months from the date fieldwork was completed. Although the delay
may have been requested to resolve a matter that would be favorable
to the client, the risk exists that new events could occur during the
intervening period that would affect the financial statements or the
audit report.
Accordingly, auditors should decide whether the delay in issuance
of the audit report results in a significant increase in the risk that a
material subsequent event or transaction affecting the financial state
ments or report could have occurred. When the risk is high, the sub
sequent review work should be brought forward to a more current
date. In any event, auditors should consider specifically asking man
agement about any significant events that may have occurred between
the date of the audit report and the date of release, as well as reviewing
any current interim financial information.

1 A revised edition of this product is scheduled to be available in February
1996—Product No. 021061HV.

20

Audit Communication and Reporting Issues
Proposed Amendment to Eliminate the Required Uncertainties
Explanatory Paragraph
In June 1995, the ASB issued an exposure draft of a proposed
am endm ent to SA S N o. 58, Reports on Audited Financial State
ments (AICPA, Professional Standards, vol. 1, AU sec. 508), that would
eliminate the requirement that, when certain criteria are met, the
auditor add an uncertainties explanatory paragraph to the auditor's
report.
Under existing standards, when certain uncertainties exist, such as
the amount of the ultimate liability for environmental remediation ef
forts, the auditor is required to add an explanatory paragraph to the
auditor's report describing the matter giving rise to the uncertainty
and indicating that the outcome of the uncertainty cannot be deter
mined at the time. Existing accounting standards generally require that
information about the uncertainty be disclosed in the financial state
ments; therefore, the required uncertainties explanatory paragraph
tends to be redundant because it communicates information already
disclosed in the financial statements. If that information were not dis
closed in the financial statements, a departure from GAAP would exist
and the auditor would be required to issue a qualified or adverse opin
ion on the financial statements.
In making the decision to amend SAS No. 58, the ASB considered the
December 1994 issuance, by the AICPA's Accounting Standards
Executive Committee (AcSEC), of SOP 94-6, Disclosure o f Certain Sig
nificant Risks and Uncertainties (Product No. 014880HV, $8.50 mem
bers/$9.50 nonmembers). Among its other disclosure requirements,
the SOP requires that financial statements disclose specified informa
tion about significant estimates when certain criteria are met. The crite
ria in SOP 94-6 for disclosure of information about certain significant
estimates are similar to the criteria in SAS No. 58 for consideration of
the inclusion of an uncertainties explanatory paragraph in the audi
tor's report. Accordingly, when the criteria for disclosure in the finan
cial statements are met, the auditor generally is required to consider
adding an uncertainties explanatory paragraph to the auditor's report.
The correlation between these two sets of criteria probably would re
sult in an increase in the number of reports issued with uncertainties
explanatory paragraphs.
The proposed revision of SAS No. 58 would not affect SAS No. 59,
nor would it preclude the auditor from adding a paragraph to the audi
tor's report to emphasize a matter disclosed in the financial statements,
as provided for in paragraph 37 of SAS No. 58.
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The title of the exposure draft of the proposed amendment is Amend
ment to Statement on Auditing Standards No. 58, Reports on Audited Fi
nancial Statements; comments on the proposed amendment were due
by October 20, 1995. The ASB will be considering the views expressed
in the comment letters at its November 1995 meeting. If the ASB votes
to eliminate the required uncertainties paragraph, an announcement
will be published in the CPA Letter. If this occurs, practitioners will be
permitted to delete the uncertainties paragraph for year end audits.

Communication

—

Predecessor/Successor Auditor Situations

In deciding whether to accept an engagement, an auditor's client
acceptance procedures should include inquiries of the predecessor
auditor about facts that might bear on the integrity of management.
The successor auditor should try to elicit specific examples or other
factual information (for example, ask if there were delays in providing
documents, unreasonable deadlines, last minute favorable adjust
ments, unsupported transactions, or extremely aggressive accounting
positions) rather than attempt to draw a conclusion from the predeces
sor (for example, "You don't have any concerns about management's
integrity, do you?") The predecessor's responses should be kept confi
dential and not shared with others, including the prospective client.
Importantly, the auditor should obtain authorization from the pro
spective client to make the above inquiries. Also, it is a good idea to get
the client authorization in writing.
Predecessor auditors ordinarily should respond fully to the succes
sor's inquiries, but only after having received appropriate authoriza
tion (preferably in writing) from the former client. Successor auditors
are now frequently asked to acknowledge in writing to predecessor
auditors their agreement to a number of representations before they
are given access to the predecessor working papers. Successor auditors
should read these letters carefully, particularly with regard to repre
sentations they might be asked to make about not using the informa
tion they gather from predecessor working papers as audit evidence in
rendering their opinion on the current financial statements.
Interpretation No. 3 of SAS No. 7, Communications Between Prede
cessor and Successor Auditors (AICPA, Professional Standards, vol. 1,
AU sec. 315), titled "Audits of Financial Statements That Had Been
Previously Audited by a Predecessor Auditor" (AICPA, Professional
Standards, vol. 1, AU sec. 9315), was recently issued by the ASB. This
Interpretation—
1.
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Describes communication that a successor auditor should attempt
with the predecessor.

2.

Clarifies that information obtained from the review of the prede
cessor's working papers and report and inquiries of the predeces
sor, in and of themselves, are not sufficient competent evidential
matter to form a basis for the successor auditor to express an opin
ion on the reaudited financial statements.

3.

States that the successor may consider information obtained from
inquiries of the predecessor and any review of the predecessor's
working papers and report in planning a reaudit.

4.

Discusses how a successor should address the issue of not being
able to observe inventory or make physical counts at the reaudit
date(s).

Reporting Terminated Auditor-Client Relationships to the SEC
Within five business days of becoming aware of the cessation of a
client-auditor relationship (either by resignation, termination, or re
placement by another firm), firms that are members of the AICPA's
SEC Practice Section (SECPS) are required under the SECPS's member
ship requirements to notify the client formally in writing that the rela
tionship has ended. This notification letter is separate and distinct from
the letter that the auditor is asked to provide the entity (for inclusion in
the Form 8-K) stating whether the auditor agrees with the disclosures
in the Form 8-K. The auditor should transmit simultaneously a copy of
this client notification letter to the Chief Accountant of the SEC at 450
Fifth Street, NW, Stop 11-3, Washington, DC 20549 or by fax to (202)
942-9656.

A Corporate-Governance Approach to Improved
Financial Reporting
In September 1995, the Public Oversight Board (POB) issued the re
port Directors, Management, and Auditors—Allies in Protecting Share
holder Interests. The report calls for the participants in the financial
reporting process to take a logical and necessary next step to improve
corporate governance and the quality of financial information pro
vided to investors. The audit committee and board of directors must
insist upon, and financial management and the auditor must deliver,
their candid views about the appropriate accounting principles and
estimates (that is, not just their acceptability) and the clarity of the
related disclosures of financial information that the entity reports pub
licly. In this report, the POB concludes that three steps are needed to
further improve the credibility of financial reporting:
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1.

The board of directors must recognize the primacy of its account
ability to shareholders.

2.

The auditor must look to the board of directors as the client.

3.

The board and its audit committee must expect, and the auditor
must deliver, candid communication about the quality of the en
tity's financial reporting.

The POB initially distributed approximately 26,000 copies of this re
port. Because of the report's widespread distribution, auditors of all
types of entities, including not-for-profit and governmental entities,
should be aware of the report's content. Auditors may be requested to
comment on the appropriateness of a client's accounting principles.
Copies of the POB report can be obtained by contacting the Public
Oversight Board's offices at One Station Place, Stamford, CT 06902 or
by telephone at (203) 353-5300.

Audit Problems to Watch For
Management Fraud
Management fraud continues to generate adverse publicity and fi
nancial exposure to auditors. It is important that, in every audit, audi
tors consider the possibility that some managements, when given the
right incentives and opportunity, will engage in practices intended to
deceive and mislead others.
Management fraud continues to be a significant problem because of
the incentives (for example, compensation linked to operating results)
and opportunities that restructurings, changes in technology, and the
complexity of business transactions offer. Accordingly, it is important
that auditors address the risk of management misrepresentation in de
signing the audit approach, exercise the appropriate degree of profes
sional skepticism during the performance phase and in evaluating the
results, and consult with others when indications of possible fraudu
lent activities are identified.
For additional guidance in this area, practitioners should refer to an
article written by Howard Groveman, CPA, CFE that appeared in the
October 1995 Journal o f Accountancy titled "How Auditors Can Detect
Financial Statement Misstatement." The major points discussed in this
article are as follows—
•
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The most frequent audit failures appear to result from inappropri
ate audit team reactions to warning signals. In cases reported to
the AICPA's quality control inquiry committee, problems also in-

clude inexperienced staff assigned to audits and a lack of profes
sional skepticism.
• To maintain the appropriate degree of skepticism, auditors should
not assume client management is dishonest but also should not
unquestioningly expect honesty. The audit team should evaluate
evidence objectively to determine whether financial statements are
free of material misstatement.
• Inventory misstatements have caused numerous financial state
ment problems. To prevent or detect inventory abuses, the inven
tory observation team should include experienced personnel; a
partner or manager should be present or easily reached.
• An entity's use of aggressive accounting practices may indicate
management is more concerned with the portrayal of favorable
financial results than with the reality. All practices should be ac
ceptable under GAAP and the financial statements should make
overall business sense.
• Other potential problem areas auditors may encounter include
inappropriate revenue recognition, inadequate loss reserves, un
derstated costs and expenses, and unusual or related party trans
actions or balances.

Revenue Recognition
Revenue recognition practices continue to warrant auditors' close
attention. Specifically, auditors should—
1.

Be satisfied that the revenue recognition practice used for regular,
recurring transactions is appropriate for the business practices
currently followed by the client. Changes in the client's business
environment or its practices may necessitate a change in revenue
recognition policies.

2.

Design audit procedures to identify unconventional recording
practices and unusual sales arrangements—significant contingen
cies, extended terms, right of return, bill-and-hold arrangements,
consignment arrangements, and the like—that may affect the tim
ing of revenue recognition or the adequacy of reserves for sales
returns and allowances.

3.

Evaluate with professional skepticism any recognition of revenue
resulting from significant transactions that are unusual for the
client, especially those that occur near quarter end or year end.
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Revenue Recognition— Side Agreements. Auditors also should be alert
to the potential for "side agreements," whereby various additional
terms or conditions are agreed to by the entity and the customer that
may preclude revenue recognition or otherwise affect the accounting
treatment of a transaction. Although the use of such side agreements
appears to be most prevalent in the high technology industry, particu
larly in the computer hardware and software segment, it may exist in
other industries as well.
A side agreement may take the form of either a separate written
agreement or merely an oral understanding between the client and its
customers either to provide terms other than those specified in written
agreements or to not enforce the terms of written agreements. Many
times these side agreements create significant obligations or contingen
cies (such as agreements to install or customize delivered products or
accepting financing arrangements with third parties) that may pre
clude immediate revenue recognition.
Because very few individuals within the entity may be aware of the
use of side agreements, it is often difficult to determine their existence.
In fact, accounting and financial personnel may not be aware of the
side agreements. Accordingly, management representations and
standard audit procedures in the revenue and accounts receivable ar
eas may not be an adequate audit response.
When there is a significant risk of undisclosed side agreements, in
addition to confirmation of account balances and material revenue
transactions, confirmation should also be made of relevant contract
terms to obtain assurance from customers that side agreements do not
exist. Such confirmations should be addressed to the contract signer
and not to the accounts payable department. Since it is difficult to per
form alternative procedures to sample items for which a confirmation
is not received, which may be effective in identifying undisclosed side
agreements, auditors should make every effort to obtain a response to
these special confirmations.

Related Party Transactions
Transactions with related parties cannot be presumed to be at arm's
length. It is important to understand both the business purpose and the
substance of all significant related party transactions. Proper account
ing for related party transactions reflects the substance of the transac
tion, not merely its form. Material related party transactions are to be
disclosed in accordance with FASB Statement No. 57, Related Party Dis
closures (FASB, Current Text, vol. 1, sec. R36).
SAS No. 45, Omnibus Statement on Auditing Standards— 1983 (AICPA,
Professional Standards, vol. 1, AU sec. 334, "Related Parties"), provides
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guidance and suggested procedures that may disclose the existence of
related party relationships and transactions. Auditors should commu
nicate identified related party relationships and transactions to all
members of the engagement team so that proper consideration is given
to the existence of related party relationships and transactions
throughout the audit.

Electronic Data Interchange
Electronic Data Interchange (EDI) is the electronic exchange of busi
ness data between entities in a standard format, replacing documents
such as purchase orders, invoices, and checks. EDI's most publicized
use is in the retailing and auto manufacturing industries for purchases
from suppliers, but it is also used in the banking industry for electronic
fund transfers and in the insurance industry to process medical benefit
claims. Entities of all sizes use EDI because large retailers and auto
manufacturers, for example, may require the use of EDI by their sup
pliers as a condition of doing business.
The auditor should inquire at the planning stage of an engagement
whether the entity is using EDI and, if so, for what business applica
tions (for example, purchases, shipping documents, payments). If a
material number of transactions is processed through EDI, the auditor
should consider the following procedures:
1.

Inquire about the existence of trading partner agreements; such
contracts clarify the rights and responsibilities of each of the trad
ing partners. A model trading partner agreement is available from
the American Bar Association.

2.

Gain an understanding of the entity's controls over access to the
EDI system, controls over authorization of transactions to that
system, and procedures for review and aging of unmatched items.

3.

Consult with a specialist in EDI.

The AICPA's Information Technology Division issued a publication
titled ED I Control, M anagem ent, and A udit Issues (P rod u ct No.
043004HV, $30 members/$33 nonmembers) in July 1995. That docu
ment describes EDI in detail and includes a chapter discussing audit
issues in an EDI environment. The AICPA's Auditing Standards Divi
sion plans to issue by year end an Auditing Procedure Study (APS)
titled Audit Implications o f EDI.

Client/Server Computing
In client/server computing, an entity's computers are networked
and the processing of data may take place at both the end-user work
27

station and at another platform, such as the minicomputer or main
frame. If an audit client has implemented client/server computing in
such a way that it will affect the financial statements, the auditor may
find it useful to consult an expert on client/server technology. Because
of the distributed nature of the client/server environment, controls
over access to data and programs and controls over the integrity of
data may take on added importance. Procedures to ensure that data
bases are synchronized would also be important. By consulting an ex
pert, the auditor is more likely to identify any control issues and design
an effective, cost-efficient audit.
The Auditing Standards Division plans to issue an APS titled Audit
ing in a Client/Server Environment in 1996. The APS will identify audit
issues that may be encountered in a client/server environment.

Conducting Business on the Internet
The Internet is a worldwide network of computer networks. No one
organization owns, manages, or controls the Internet. Rather, it is a
combination of over 20,000 privately owned and operated networks.
These networks, each of which has a unique address, are intercon
nected (using telephone lines, satellite connections, and dedicated
high-capacity backbones) to provide a worldwide web of communica
tion links.
Auditors whose clients use the Internet should be aware of two areas
of potential risk. The first relates to the confidentiality of information
that the entity transmits and receives over the Internet. Although this
risk often would not relate to audit risk, it could represent a significant
business risk to the entity. Electronic mail and data transferred over the
Internet may be subject to electronic eavesdropping. Sensitive data
may need to be protected using encryption hardware or software facili
ties that are widely available on the market.
The second area of risk relates to the potential exposure of the en
tity's computer systems and data to intrusion by other users of the
Internet. This is primarily a client business risk, but may also affect
audit risk if financial systems and data are lost. Access controls or other
security measures are advisable to protect user systems.
An article recently appeared in The New York Times on October 11,
1995 titled, "Discovery of Internet Flaws Is Setback for On-Line Trade."
This article outlined newly publicized weaknesses in the basic struc
ture of the Internet that indicate that the worldwide computer network
may need a time-consuming redesign before it can be safely used as a
commercial medium. Specifically, the article states that, "The flaws
could allow an eavesdropper or criminal to divert many types of docu
ments or software programs traveling over the Internet, examine or
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copy or alter them, and then pass them on to the intended recipient—
who would have no easy way of knowing that the files had been way
laid. Not only would electronic mail be read in transit or credit card
numbers be copied en route, but special security techniques meant to
protect such transactions could be dismantled without the user's
knowledge."

AICPA Peer Review Program
Quality Review Program Merges With Peer Review Program
Effective April 3, 1995, the AICPA's Quality Review Program and
the Private Companies Practice Section (PCPS) Peer Review Program
were merged. The combined program is called the AICPA's Peer Re
view Program. The Quality Review Executive Committee, having sen
ior status with authority to establish and conduct the review program
in cooperation with state CPA societies, was renamed the AICPA's
Peer Review Board.
Most firms will experience no noticeable difference in their next peer
review as a result of the merger except that the reviews for PCPS mem
ber firms will be administered by a state society. Outlined below are
some of the significant changes resulting from the merger of the pro
grams.
• Peer reviews of PCPS member firms with ten or fewer professional
staff ordinarily will be limited to four of the nine quality control
elements (independence, consultation, supervision, and profes
sional development). Previously, all PCPS member firms were also
reviewed for compliance with the inspection element.
• A sole practitioner PCPS member firm with up to four professional
staff may send its working papers, reports, files, and so forth to the
reviewer rather than have the review conducted at the firm's of
fice. Previously, only sole practitioners with no professional staff
were permitted that option.
• A PCPS member firm that performs agreed-upon procedures is
now permitted to elect an off-site review, providing the firm con
ducts no audits. Previously, such a firm was required to have an
on-site review.
• Subsequent peer reviews must now be completed within three
years and six months after the end of the period covered by the
previous review. Previously, firms enrolled in the quality review
program were required to begin the field work for their sub
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sequent reviews within three years after the date of the exit confer
ence for the previous review.
The combination does not affect SECPS members that audit SEC reg
istrants. Those firms still must be members of the SECPS and partici
pate in its peer review program, under the oversight of the POB.

Proposed Framework for a System on Quality Control
The AICPA's Joint Task Force on Quality Control, in cooperation
with the ASB, was formed in late 1993 with representatives of the
SECPS Peer Review Committee, PCPS Peer Review Committee, and
Peer Review Board (formerly the Quality Review Executive Commit
tee), as well as the ASB, to consider possible revisions to Statements on
Quality Control Standards and related Interpretations and guidance
materials.
As a result of the work of the Joint Task Force on Quality Control,
exposure drafts of two new Statements on Quality Control Standards
were issued in August 1995. The first proposed Standard, System of
Quality Control for a CPA Firm's Accounting and Auditing Practice, will
supersede Statement on Quality Control Standard No. 1, System of
Quality Control for a CPA Firm. The new Statement proposes to replace
the nine elements of quality control with five broader elements. The
second proposed Standard, Monitoring a CPA Firm's Accounting and
Auditing Practice, will provide guidance on the monitoring element of
quality control. It is anticipated that the new Standards will be issued
in 1996.

Recurring Peer Review Comments
This section sets forth certain reminders to auditors based on fre
quently recurring comments noted in peer review letters of comment.
Many of the items discussed in the following sections were discussed
in last year's Alert; however, the problems continue to occur.
Working Paper Requirements. Peer reviews continue to identify defi
ciencies in working papers. In a number of circumstances, reviews
have noted an absence of working papers or inappropriate or incom
plete working paper content. SAS No. 41, Working Papers (AICPA, Pro
fessional Standards, vol. 1, AU sec. 339), provides auditors w ith
guidance on the functions, nature, content, ownership, and custody of
working papers. Auditors should ensure that the working papers are
sufficient to show that the accounting records agree or reconcile with
the financial statements or other information being reported on and
that the standards of fieldwork have been observed.
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SAS No. 41 states that working papers should ordinarily include
documentation showing that—
1.

The work has been adequately planned and supervised.

2.

A sufficient understanding of the internal control structure has
been obtained to plan the audit and to determine the nature, tim
ing, and extent of tests to be performed.

3.

The audit evidence obtained, the auditing procedures applied,
and the testing performed have provided sufficient competent
evidential matter to afford a reasonable basis for an opinion.

Auditors should recognize that certain SASs contain specific docu
mentation requirements that are summarized in footnote 2 of SAS No.
41. In addition, auditors performing engagements under Government
Auditing Standards are reminded to refer to those standards for certain
additional requirements for working papers.
Following are a few reminders about the preparation and review of
working papers:
• Auditors should evaluate with professional skepticism the evi
dence obtained in relation to the accumulated knowledge of the
client and the industry(ies) in which it operates. Professional skep
ticism is especially important when management is pressured for
results and is also called for when the preaudit financial state
ments show unusually favorable results.
• Auditors should not leave open points in the working papers,
whether in the form of open questions, marginal notes, or "to do"
lists. An adversary will look for and find all of the things the audi
tor said he or she should do but did not do.
• Auditors should destroy superseded drafts of schedules, memo
randa, financial statements and reports in both hard copy and elec
tronic format. It may require a more conscious effort to dispose of
electronic files, but that effort should be made.
• Auditors should destroy desk files at the completion of the en
gagement. Desk files are, like audit working papers, subject to sub
poena.
Incomplete Financial Statement Disclosures. SAS No. 32, Adequacy o f
Disclosure in Financial Statements (AICPA, Professional Standards, vol. 1,
AU sec. 431), sets forth the auditor's responsibility to ensure that
audited financial statements include disclosures required by GAAP.
This is most effectively accomplished through the use of disclosure
checklists and review of the financial statements by someone not other
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wise associated with the engagement. A number of the more common
disclosure deficiencies noted in peer reviews relate to disclosure re
quirements set forth in—
1.

FASB Statement No. 47, Disclosure o f Long-Term Obligations (FASB,
Current Text, vol. 1, sec. C32). For example, this Statement requires
disclosure of the combined aggregate amount of maturities for
each of the five years following the date of the latest balance sheet
presented.

2.

FASB Statement No. 105, Disclosure o f Information about Financial
Instruments with Off-Balance-Sheet Risk and Financial Instruments
with Concentrations o f Credit Risk (FASB, Current Text, vol. 1, sec.
F25). Auditors should be aware that many entities other than fi
nancial institutions have concentrations of credit risk. For exam
ple, an entity that has material bank accounts above the insured
limit at one bank should disclose a concentration of credit risk at
that bank.

Other common disclosure deficiencies occur in connection with re
lated party transactions, pension arid profit-sharing plans, leases, cur
rent and deferred income taxes, classification of debt, and industry
specific disclosures.
Communication With Audit Committees. SAS No. 61, Communication
With Audit Committees (AICPA, Professional Standards, vol. 1, AU sec.
380), requires auditors to communicate certain matters to those who
have responsibility for the oversight of the financial reporting process
(for example, an audit committee). The auditor is required to make
these communications only in audits of (1) entities that either have an
audit committee or that have otherwise formally designated oversight
of the financial reporting process to a group equivalent to an audit
committee, and (2) all SEC engagements (as defined). Therefore, in
audits of most nonpublic smaller entities that only have a board of
directors, the auditor may, but is not required to, make these commu
nications. This communication may be oral or written. If information is
communicated orally, the auditor should document the communica
tion by appropriate memoranda or notations in the working papers. If
those matters that are required to be communicated do not apply to a
particular engagement (for example, there were no disagreements with
management), documentation is not necessary because no communica
tion was required.
Other Common Deficiencies Noted on Peer Reviews. The Peer Review
Committee noted several other common audit engagement deficien
cies, many of which are presented below.
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• Audit programs—It was noted that audit programs were frequently
missing or not tailored to the client industry. Practitioners should
refer to SAS No. 22, Planning and Supervision (AICPA, Professional
Standards, vol. 1, AU sec. 311), for guidance on audit programs.
• Consideration o f internal control structure—It was noted that the
auditor's understanding of the entity's internal control structure
was frequently not obtained and documented. Practitioners
should refer to SAS No. 55, Consideration o f the Internal Control
Structure in a Financial Statement Audit (AICPA, Professional Stand
ards, vol. 1, AU sec. 319), for guidance on the independent audi
tor's consideration of an entity's internal control structure in an
audit of financial statements in accordance with GAAS.
• Inquiry o f a client's lawyer—It was noted that lawyers' letters were
frequently missing, inadequate or not dated reasonably close to
the date of the auditor's report. For guidance on legal inquiries,
practitioners should refer to SAS No. 12.
• The confirmation process—It was noted that confirmations of receiv
ables were inadequate or were not mitigated by appropriate alter
native procedures. SAS No. 67, The Confirmation Process (AICPA,
Professional Standards, vol. 1, AU sec. 330), provides guidance
about the confirmation process in audits performed in accordance
with GAAS. SAS No. 67 describes the form of confirmation re
quests (the positive form and the negative form) and the type of
audit evidence provided by responses to confirmation requests. In
addition, SAS No. 67 provides guidance when the auditor has not
received replies to positive confirmation requests.
• Client representations—It was noted that client representation let
ters were frequently improperly dated or were not appropriately
tailored. SAS No. 19 establishes a requirement that the auditor
obtain written representations from management as a part of an
audit performed in accordance with GAAS and provides guidance
concerning the representations to be obtained.
• Communication o f internal control structure related matters—It was
noted that certain matters related to the conduct of the audit were
not communicated to those who have responsibility for oversight
of the financial reporting process. SAS No. 60, Communication o f
Internal Control Structure Related Matters Noted in an Audit (AICPA,
Professional Standards, vol. 1, AU sec. 325), requires auditors to re
port, preferably in writing, matters considered to be reportable
conditions. If the information is communicated orally, auditors
are required to document the communication in the working
papers.
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Lessons From Litigation
General Reminders
Auditors should keep the following fundamental issues in mind
during the conduct of any audit engagement to elude potential auditor
litigation:
1.

The critical importance of basic professional skepticism

2.

The requirement that auditors obtain evidence to support man
agement's representations— even when management are alumni
of the CPA firm

3.

The importance of effective and timely preacceptance procedures
(Most lawsuits against auditors occur within the first five years of
the relationship and the initial year can be particularly problem
atic.)

4.

That auditors must emphasize and understand (a) the business
purpose of transactions and (b) relationships and material trans
actions with shareholders

5.

That there are litigation-sensitive environments (for example,
rapid-growth entities, recently completed or contemplated IPOs,
entities in financial distress, and entities with material related
party transactions)

Bad Clients
In her article "Do You See Trouble When It Walks in the Door?" (The
Practicing CPA, June 1995), Mary C. Eklund, Esq. explains the idea of
"bad clients." Ms. Eklund states that CPAs unwittingly accept or retain
bad clients when they fail to consider whether a client presents a litiga
tion risk, and when they recognize some risk but refuse to believe a
lawsuit could happen to them.
Bad clients nearly always give early hints of trouble. Auditors
should be alert to the warnings and should refuse to accept or to con
tinue the engagement. Following are some examples outlined by Ms.
Eklund in her article:
• Early warning signs of a business in trouble:
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a.

Employee turnover, especially in the accounting area

b.

Director resignations

c.

Slow payment to suppliers and service providers

d.

Large or unusual year end transactions

e. Unusual sources of or high rates for loans
f.

Material transactions not recorded in the usual manner

g.

Suspicious confirmation responses

• Clients who demand an unusually low fee or unrealistically fast
service
• Clients who refuse to sign engagement or representation letters
• Clients who give evasive answers or make it difficult for auditors
to get the information or documents they need
• Clients with significant weaknesses in accounting and administra
tive controls
• Client ownership and management in transition
• Clients who are unreasonable or who consistently ignore the audi
tor's advise
• The disreputable client and the bully
If the auditor sees several signs, he or she should reconsider the risk
of continuing with the engagement. Auditors should screen all clients
each year. The goal should be to avoid accepting or continuing with
bad clients. Ms. Eklund recommends the following steps to assist audi
tors in identifying potentially bad clients.
1.

Evaluate the client's real needs and demands—Consider not only the
services requested but also the services needed. Auditors should
ask themselves if they can do what the client needs for the amount
they are being paid.

2.

Evaluate your ability to handle the client's needs and demands—Assess
the firm's capabilities in light of the objectives, scope, and any
special circumstances of the engagement, and then determine
whether the firm can truly meet all expectations.

3.

If this is a new client, make every attempt to interview the predecessor
accountant—Try to find out the real reason for a change of ac
countants, and ask the predecessor accountant specific questions,
such as the following:
• Has the client ever lied to you?
• Has the client ever unreasonably delayed payment or refused
to pay you?
• Did the client ever refuse to sign an engagement or repre
sentation letter?
• Has the client ever threatened to sue you?
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• Have you ever had disagreement with the client on accounting
principles or tax reporting?
4. Perform an industry check—Ask the prospective client for a list of
customers and suppliers and obtain permission to talk with a few
of them. Find out from them if the prospective client pays bills on
time, has respect, and maintains good relationships with peers.
Also, find out whether the prospective client's industry is subject
to frequent or sudden business failures.

New GAAP Requirements
Pronouncements Becoming Effective in 1995
A number of new pronouncements became effective in 1995. The
following is a list of some of these pronouncements:
• FASB Statement No. 106, Employers' Accounting for Postretirement
Benefits Other Than Pensions (FASB, Current Text, vol. 1, secs. P16
and P40), is effective for employers that sponsor defined benefit
postretirement plans with no more than five hundred participants
for fiscal years beginning after December 1 5 , 1994.
• FASB Statement No. 107, Disclosures about Fair Value o f Financial
Instruments (FASB, Current Text, vol. 1, sec. F25), is effective for
entities with less that $150 million in total assets for fiscal years
ending after December 1 5 , 1995.
• FASB Statement No. 114, Accounting by Creditors for Impairment o f a
Loan (FASB, Current Text, vol. 1, secs. D22 and I08), and the related
pronouncement, FASB Statement No. 118, Accounting by Creditors
fo r Impairment o f a Loan—Income Recognition and Disclosures (an
amendment o f FASB Statement No. 114), are effective for fiscal years
beginning after December 1 5 , 1994.
• FASB Statement No. 116, Accounting for Contributions Received and
Contributions Made (FASB, Current Text, vol. 1, sec. C67), and FASB
Statement No. 117, Financial Statements o f Not-for-Profit Organiza
tions (FASB, Current Text, vols. 1 and 2, secs. C25 and No5), are
effective for fiscal years beginning after December 1 5 , 1994, except
for not-for-profit organizations with less than $5 million in total
assets and $1 million in annual expenses. For those organizations,
the effective date is for fiscal years beginning after December 15,
1995. (For implementation guidance on FASB Statements No. 116
and 117, refer to the Journal o f Accountancy, September 1995, "Im
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plementing FASB 116 and 117," by Martha L. Benson, Alan S.
Glazer, Henry R. Jaenicke, and Kenneth D. Williams.)
• FASB Statement No. 119, Disclosure about Derivative Financial In
struments and Fair Value o f Financial Instruments (FASB, Current
Text, vol. 1, sec. F25), is effective for financial statements issued for
fiscal years ending after December 15, 1994, except for entities with
less than $150 million in total assets. For those entities, this State
ment is effective for financial statements issued for fiscal years
ending after December 15, 1995. For additional guidance on de
rivatives and FASB Statement No. 119, refer to—
1.

The Journal o f Accountancy, June 1995, "Derivatives: What's an
Auditor to Do?," by Barry N. Winograd and Robert H. Herz.

2.

The Journal o f Accountancy, March 1995, "The Question of De
rivatives," by Roger H.D. Molvar and James F. Green.

• The accounting requirements of FASB Statement No. 123, Account
ing for Stock-Based Compensation, are effective for transactions en
tered into in fiscal years that begin after December 1 5 , 1995, though
they may be adopted on issuance.
• SOP 93-7, Reporting on Advertising Costs (Product No. 014804HV,
$8.50 members/$9.50 nonmembers), is effective for fiscal years be
ginning after June 1 5 , 1994.
• SOP 94-3, Reporting o f Related Entities by Not-for-Profit Organizations
(Product No. 014882HV, $8.50 members/$9.50 nonmembers), has
effective dates that are concurrent with the effective date of FASB
Statements No. 116 and 117.
• SOP 94-6 is effective for fiscal years ending after December 15,
1995.
Some of these new pronouncements, such as FASB Statements No.
1 0 6 , 1 1 4 , 118, and SOP 93-7, deal with measurement issues. However,
all will require new disclosures. Collecting the information necessary
to make these disclosures, some of which are subjective in nature, may
require significant effort on the part of both clients and auditors.

Financial Instruments
Derivatives have become important financial management tools for
many entities. The past decade has witnessed an unprecedented
growth in the use and acceptance of derivatives, resulting in a market
involving aggregate notional amounts of trillions of dollars. Much of
this growth can be ascribed to the fact that derivatives, when properly
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used and monitored, may help entities manage risks that they face in
conducting their day-to-day business.
Recent losses incurred by various types of entities as a result of de
rivative transactions have raised questions about the nature, suitabil
ity, and use of these financial instruments. Derivative transactions are
of concern to many parties, including the boards of directors and man
agements of entities that use such instruments, regulators in the related
industries, investors, creditors, other financial statement users, and
auditors of the financial statements of those entities.
The FASB has had a Financial Instruments Project on its agenda since
1986 at the request of many constituents, including the auditing profes
sion, the SEC, bank regulators, and some preparers. Those constituents
expressed concerns about the lack of accounting guidance and the re
sulting inconsistencies in practice in accounting for financial instru
m ents and transactions, especially for innovative and complex
financial instruments created during the past decade.
To date, the project has resulted in the issuance of several State
ments, including FASB Statements No. 105, 107, and 119.
FASB Statement No. 119 requires disclosures about the amounts, na
ture, and terms of derivative financial instruments that are not subject
to FASB Statement No. 105 because they do not result in off-balancesheet risk of accounting loss. It requires that a distinction be made
between financial instruments held or issued for trading purposes (in
cluding dealing and other trading activities measured at fair value,
with gains and losses recognized in earnings) and financial instru
ments held or issued for purposes other than trading. FASB Statement
No. 119 also amends FASB Statements No. 105 and 107 to require such
distinction in certain disclosures required by those Statements.
For entities that hold or issue derivative financial instruments for
trading purposes, FASB Statement No. 119 requires disclosure of aver
age fair value and of net trading gains or losses. For entities that hold
or issue derivative financial instruments for purposes other than trad
ing, it requires disclosure about those purposes and about how the
instruments are reported in financial statements. For entities that hold
or issue derivative financial instruments and account for them as
hedges of anticipated transactions, FASB Statement No. 119 requires
disclosure about the anticipated transactions, the classes of derivative
financial instruments used to hedge those transactions, the amount of
hedging gains and losses deferred, and the transactions or other events
that result in recognition of the deferred gains or losses in earnings.
FASB Statement No. 119 also encourages, but does not require, quanti
tative information about market risks of derivative financial instru
ments, and also of other assets and liabilities, that is consistent with the
way the entity manages or adjusts risks and that is useful for compar
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ing the results of applying the entity's strategies to its objectives of
holding or issuing the derivative financial instruments.
Audit Implications o f Derivatives Use. As outlined above, all types of
entities in all industries, from manufacturing to retail to not-for-profit
organizations to pension funds, use derivative financial instruments.
The use of derivative financial instruments is not limited to large cor
porations.
Derivatives cover a broad range of financial instruments that "de
rive" their value from other financial instruments, underlying assets,
or indices. They include listed futures and options, forwards, currency
and interest rate swaps, and various combinations of these instru
ments. Auditors should understand the characteristics of derivatives
that may have an impact on how the audit of an entity that uses deriva
tives will be conducted. Characteristics that auditors will need to con
sider include the following:
• Off-balance-sheet nature
• Complexity
• Leverage
• Illiquidity
• Unclear accounting and tax rules
• Legal risk
• Operational and control risk
Whether auditing a buyer (for example, a commercial company or
not-for-profit entity) or a seller (for example, a bank) of derivative fi
nancial instruments, auditors need to focus on the use of derivatives
either for trading or speculative purposes, controls over these financial
instruments, compliance with the accounting and disclosure rules, and
importantly, for either a buyer or seller, fair value determinations, par
ticularly for those derivatives for which a ready market does not exist.
In their consideration of derivatives, auditors should focus on basic
audit objectives that are no different from those they would apply to
other areas: existence or occurrence, completeness, rights and obliga
tions, valuation or allocation, and presentation and disclosures.
When planning an audit, auditors need a clear understanding of
how an entity uses derivatives. Auditors also must make a preliminary
assessment of management controls over derivatives activities. This
will provide a basis for determining the nature and degree of testing of
such controls, with the goal of determining the extent to which the
controls can be relied upon.
39

As with any other audit area, auditors should perform tests of con
trols to determine the degree of reliance that can be placed on the inter
nal control system as a basis for reducing substantive testing. Given the
complexity of individual derivative transactions and the large dollar
amounts often associated with them, it is not surprising that auditors
often choose to rely heavily on substantive tests to satisfy their audit
objectives.
Auditors also must focus on financial statement presentation issues
to ensure financial statement users have a clear idea of how an entity
uses derivatives and to satisfy all of the reporting requirements for
public entities.
Guidance on Derivatives. In December 1994, the FASB issued a Special
Report Illustrations o f Financial Instrument Disclosures which provides
illustrative examples applying the disclosure requirements of FASB
Statements No. 105, 107, and 119. (To order, call the FASB at (203)
847-0700, ext. 10.)
AcSEC's Financial Instruments Task Force, with the assistance of
representatives of the ASB, recently issued the report Derivatives—Cur
rent Accounting and Auditing Literature (Product No. 014888HV, $7.25
members/$8 nonmembers.) The document provides background in
formation on derivatives and overviews of related accounting and
auditing considerations.
In addition, the AICPA has developed some common-sense ques
tions for boards of directors to ask to help them gain a better under
standing of their organizations' activities in derivative financial
instruments and assess whether such activities are well managed and
controlled. (See "Questions About Derivatives," the CPA Letter,
July/August 1994.)

Impaired Long-Lived Assets and Long-Lived Assets Held
for Disposal
FASB Statement No. 121, Accounting for the Impairment o f Long-Lived
Assets and for Long-Lived Assets to Be Disposed Of (FASB, Current Text,
vol. 1, secs. D22 and I08), requires that long-lived assets and certain
identifiable intangibles (including goodwill) to be held and used by an
entity be reviewed for impairment whenever events or changes in cir
cumstances indicate that the carrying amount of an asset may not be
recoverable. In performing the review for recoverability, the entity
should estimate the future cash flows expected to result from the use of
the asset and its eventual disposition. If the sum of the future cash
flows (undiscounted and without interest charges) is less than the car
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rying amount of the asset, an impairment loss is recognized. Measure
ment of an impairment loss for long-lived assets and identifiable intan
gibles that an entity expects to hold and use should be based on the fair
value of the asset.
FASB Statement No. 121 is effective for financial statements for fiscal
years beginning after December 15, 1995, with earlier application en
couraged. Restatement of previously issued financial statements is not
permitted. Impairment losses resulting from the application of this
Statement should be reported in the period in which the recognition
criteria are first applied and met. The initial application of this State
ment to assets that are being held for disposal at the date of adoption
should be reported as the cumulative effect of a change in accounting
principle.
It should be noted that the FASB decided to prohibit the cumulative
effect adjustment and retroactive application of the Statement's re
quirements for assets to be held and used because measurement of an
impaired asset is based on estimates that are likely to change and man
agement's assessment of events and circumstances is subjective and
not readily subject to retroactive review. Impairment losses resulting
from the application of FASB Statement No. 121 should be reported in
the period in which the recognition criteria are first applied and met.

Accounting for Stock-Based Compensation
The FASB's "Stock-Based Compensation" project included the re
consideration of Accounting Principles Board (APB) Opinion No. 25,
Accounting for Stock Issued to Employees (FASB, Current Text, vol. 1, sec.
C47), and related authoritative pronouncements. In June 1993, the
FASB issued an exposure draft, Accounting for Stock-Based Compensa
tion. The proposed accounting differed considerably from existing
practice and was quite controversial. Particularly at issue was the ten
tative conclusion to require recognition of compensation expense for
certain fixed-price stock options at the time they are issued. The pro
posed Standard required that compensation cost be measured as the
fair value of the option or other stock-based award at the date it is
granted, using an option-pricing model.
Strong opposition to the proposed Standard came from a wide
group of constituencies. In December 1994, the FASB decided to drop
the requirement for expense recognition and will only encourage com
panies to do so. For those that do not, the cost of the options granted
will be required to be disclosed in the notes to the financial statements.
In October 1995, the FASB issued FASB Statement No. 123, Account
ing for Stock-Based Compensation. This Statement establishes financial
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accounting and reporting standards for stock-based employee com
pensation plans.
The accounting provisions of this Statement are effective for transac
tions entered into in fiscal years that begin after December 15, 1995,
though they may be adopted on issuance. The disclosure requirements
of FASB Statement No. 123 are effective for financial statements for
fiscal years beginning after December 15, 1995, or for an earlier fiscal
year for which this Statement is initially adopted for recognizing com
pensation cost. Pro forma disclosures required for entities that elect to
continue to measure compensation cost using APB Opinion No. 25,
must include the effects of all awards granted in fiscal years that begin
after December 15, 1994. Pro forma disclosures for awards granted in
the first fiscal year beginning after December 15, 1994, need not be
included in financial statements for that fiscal year but should be pre
sented subsequently whenever financial statements for that fiscal year
are presented for comparative purposes with financial statements for a
later fiscal year.

New Guidance on Early Warning of Significant Risks
and Uncertainties
In December 1994, AcSEC issued SOP 94-6, Disclosure o f Certain Sig
nificant Risks and Uncertainties. This SOP establishes disclosure require
ments for risks and uncertainties, and applies to all audits, reviews,
and full disclosure compilations.
The thrust of the SOP's requirements is to provide financial state
ment users with information about situations that could have a signifi
cant impact on an entity's financial condition in the near term (within
one year from the date of the financial statements).
SOP 94-6 applies to financial statements that are prepared in con
formity with GAAP and applicable to nongovernmental entities. It ap
plies to all entities that issue such statements. It does not apply to
condensed or summarized interim financial statements. It requires re
porting entities to include in their financial statements disclosures
about the nature of their operations and the use of estimates in the
preparation of financial statements.
In addition, if specified disclosure criteria are met, it requires entities
to include in their financial statements disclosures about certain sig
nificant estimates and current vulnerability due to certain concentra
tions.
SOP 94-6 states that the financial statements should include a de
scription of the business, including the location and relative impor
tance of its principal markets.
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The second requirement is that the financial statements contain a
simple explanation that preparation of financial statements in con
formity with GAAP necessitates the use of management estimates.
The third requirement states that where estimates are used to deter
mine carrying values for assets or liabilities or in the disclosure of gain
or loss contingencies, additional disclosure is necessary if both the fol
lowing criteria are met:
1.

It is reasonably possible that the estimate of the effect on the finan
cial statements will change in the near term.

2.

The effect of the change would be material to the financial state
ments.

Example of circumstances requiring such a disclosure include —
• Inventory and equipment subject to rapid technological obsoles
cence.
• Capitalized computer software costs.
• Valuation allowances for commercial and real estate loans.
• Litigation-related obligations.
• Amounts reported for long-term obligations for pension and
postemployment benefits.
• Estimated net proceeds on disposition of a business or assets.
If the criteria are met, the disclosure should—
1.

Describe the nature of the uncertainty.

2.

Indicate that it is at least reasonably possible that the estimate will
change within one year from the balance-sheet date (the term rea
sonably possible is not required to be used in the disclosure to con
vey this concept.)

3.

If the estimate involves a FASB Statement No. 5, Accounting for
Contingencies (FASB, Current Text, vol. 1, sec. C59), loss contin
gency (for example, an impairment of an asset or incurrence of a
liability), include an estimate of the amount of the possible loss or
range of loss.

The final requirement of the SOP focuses on an entity's vulnerability
to certain concentrations. SOP 94-6 indicates that if business concentra
tions expose an entity to the risk of a near-term severe impact, the
occurrence of which is reasonably possible, disclosure is appropriate.
Business concentrations may relate to a customer, a supplier, a lender,
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a grantor, or a contributor. Concentrations that are inherent in the in
dustry or geography are not required disclosures.
The provisions of SOP 94-6 are effective for financial statements is
sued for fiscal years ending after December 1 5 , 1995, and for financial
statements for interim periods in fiscal years subsequent to the year for
which the SOP is first applied. Early application is encouraged but not
required.
Auditors should be aware that significant new disclosures are likely
to result from the implementation of SOP 94-6. The effort to gather
information needed to determine what disclosures are necessary, as
well as their content, is expected to be significant, particularly in the
year of initial adoption.

New Guidance on Accounting for Limited Liability Companies
and Limited Liability Partnerships
Limited liability companies and limited liability partnerships (here
inafter referred to as limited liabilities companies or LLCs) are becom
ing the entity of choice for many enterprises. LLCs combine the limited
liability aspect of corporations with the flow-through tax attributes of
partnerships. To provide guidance on applying existing accounting lit
erature to this relatively new form of entity, AcSEC recently issued
Practice Bulletin No. 14, Accounting and Reporting by Limited Liability
Companies and Limited Liability Partnerships (Product No. 033160HV,
$6.50 members/$7.25 nonmembers).
Because an LLC is formed under state law, its characteristics may
vary depending on the state in which it is organized. However, LLCs
generally have the following characteristics:
1.

An LLC is an unincorporated association of two or more "per
sons."

2.

Its members have limited personal liability for the debts and obli
gations of the entity.

3.

It is classified as a partnership for federal income-tax purposes
and thus lacks at least two of the corporate characteristics of lim
ited liability—free transferability of interests, centralized manage
ment, and continuity of life.

Practice Bulletin No. 14 does not impose any new accounting re
quirements. Instead, it provides guidance to help LLCs apply existing
accounting principles. Specifically, Practice Bulletin No. 14 provides
reporting guidance for LLCs organized in the United States that pre
pare financial statements in accordance with GAAP. Practice Bulletin
No. 14 also provides guidance on certain accounting issues for LLCs
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organized in the United States. For accounting issues not addressed in
Practice Bulletin No. 14, an LLC should comply with the existing re
quirements of GAAP.
Practice Bulletin No. 14 is effective for financial statements issued
after May 3 1 ,1995.2

Recognition of Gain or Loss on Early Extinguishment of Debt
The SEC staff recently issued Staff Accounting Bulletin (SAB) No. 94,
Recognition o f a Gain or Loss on Early Extinguishment o f Debt, that pro
vides guidance on gain or loss recognition when an entity makes an
announcement of intent to call an obligation in a period that precedes
the actual extinguishment of that debt. The SAB is an interpretation of
existing accounting guidance on early extinguishment of debt, primar
ily APB Opinion No. 26, Early Extinguishment o f Debt (FASB, Current
Text, vol. 1, sec. D14), and FASB Statement No. 76, Extinguishment o f
Debt (FASB, Current Text, vol. 1, sec. D14). In SAB No. 94, the SEC staff
indicates that it is not appropriate to recognize a gain or loss on early
extinguishment of debt (the difference between reacquisition cost and
the net carrying amount of the extinguished debt) in a period before
the period in which the debt is considered extinguished. The SEC staff
also indicates that in periods preceding extinguishment, interest ex
pense and other carrying costs of the debt should be recognized in
accordance with the terms of the instrument.

Accounting Issues
Environmental Remediation Liabilities
During the last several years, a number of significant clarifications
have been provided in the guidance for accounting and disclosure of
environmental costs. On the environmental outlays issue, the FASB's
EITF has released three consensuses on the treatment of costs incurred
for environmental purposes. EITF Issue No. 90-8, Capitalization o f Costs
to Treat Environmental Contamination, generally requires expensing the
cost of contamination treatment. However, capitalization is permitted
if the costs (1) extend the asset's life, increase its capacity, or improve
its efficiency relative to the property's condition when originally con
structed or acquired; (2) mitigate or prevent future contamination; or
(3) are incurred in preparing the property for sale. Further, costs are
capitalized to the extent of recoverability. EITF Issue No. 89-13, Ac
2
SAS No. 69 identifies AICPA Practice Bulletins as authoritative (that is, “mustknow") accounting principles.
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counting for the Cost o f Asbestos Removal, requires (subject to recoverabil
ity tests) the capitalization of costs incurred to treat asbestos as long
as they are experienced within a reasonable time frame after the
acquisition of the property with a known asbestos problem. EITF
Issue No. 93-5, Accounting for Environmental Liabilities, calls for an
environmental liability to be evaluated independently from any po
tential claim for recovery and the loss arising from the recognition of
an environmental liability to be reduced only when a claim for re
covery is probable of realization. Further, discounting environ
mental liabilities for a specific clean-up site is allowed, but not
required, if the aggregate amount of the obligation and the amount
and timing of the cash payments for that site are fixed or reliably
determinable.
Guidance for contingency accounting is provided by FASB State
ment No. 5, which states that a loss contingency should be recog
nized as a loss if (1) it is probable that a liability has been incurred or
an asset impaired and (2) the amount of the liability or the impair
ment can be reasonably estimated. For measurement of a contingent
loss, FASB Interpretation No. 14, Reasonable Estimation o f the Amount
o f a Loss (FASB, Current Text, vol. 1, sec. C59), states that when the
reasonable estimate of a loss is a range and no amount within the
range is a better estim ate than another, the minimum amount
should be accrued.
The SEC requires more specific disclosures in reports on Form 10-K.
Regulation S-K, Items 101, 102, and 303, and SAB No. 92, Accounting
and Disclosures Relating to Loss Contingencies, provide the SEC's guid
ance for environmental disclosures.
On June 30, 1995, AcSEC issued an exposure draft of a proposed
SOP on accounting for environmental remediation liabilities titled
Environmental Remediation Liabilities (Including Auditing Guidance).
The proposed SOP would provide authoritative guidance on spe
cific accounting issues present in the recognition, measurement, dis
play, and disclosure of environm ental rem ediation (clean-up)
liabilities. A nonauthoritative section of the exposure draft discusses
major federal legislation on pollution control and clean-up laws,
and the need to consider various state and other non-U.S. govern
ment requirements.
The draft provides that environmental remediation liabilities of re
porting entities should be accrued when the criteria of FASB Statement
No. 5 are met. It also includes benchmarks to help entities determine
when such liabilities are to be recognized.
The draft proposes that an accrual of environmental liabilities
should include incremental direct costs of remediation and the costs of
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compensation and benefits for employees to the extent that an em
ployee is expected to devote time directly to remediation tasks. It also
recommends that the liability measurement include an entity's share of
the liability for a specific site, and its share of the amount that other
potentially responsible parties or the government will not pay.
In addition, the draft includes guidance on the display of environ
mental remediation liabilities in financial statements and on disclo
sures about environmental-cost-related accounting principles, loss
contingencies for environmental remediation, and other loss contin
gency disclosure considerations.
The proposed SOP also contains an appendix that provides guidance
on the application of GAAS to the audit of an entity's financial state
ments as it relates to environmental remediation liabilities. The guid
ance contains examples of inquiries an auditor might make of entity
personnel to identify potential environmental remediation liabilities. It
also describes how to apply SAS No. 57, Auditing Accounting Estimates
(AICPA, Professional Standards, vol. 1, AU sec. 342), when auditing
management's estimate of the liability, including guidance on using
the work of a specialist.

Financial Statement Disclosures Overload
Much is being written and discussed on the subject of financial state
ment disclosures. Many users and preparers of financial statements
suggest that improvements need to be made. The AICPA Special Com
mittee on Financial Reporting, chaired by Edmund Jenkins (the Jenkins
Committee), triggered some of this current discussion. Specifically, in
its report issued in 1994, one of the Jenkins Committee's recommenda
tions stated that "standard setters and regulators should expand their
efforts to eliminate disclosures that are less useful."
In an effort to reduce disclosures, the SEC has considered streamlin
ing or otherwise improving disclosures. The SEC issued proposed
rules for comment which call for abbreviated financial statements to be
included in proxy statements, and other reports issued to sharehold
ers. The abbreviated statements would exclude a substantial number of
footnote disclosures, but change no requirements for other filings with
the SEC. The comment deadline on the SEC's proposal was October 10,
1995.3
The FASB is addressing some of the concerns of the Jenkins Commit
tee report in its current projects while calling for academic and other
research on disclosure issues. In addition, the FASB plans to host a
seminar late in 1995 to bring a number of interested parties together to
3 The SEC withdrew this proposal on October 3 1 , 1995.
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discuss the topic of financial statement disclosures. Furthermore, the
FASB is encouraging all interested parties to comment on this topic.
In January 1995 the PCPS Executive Committee agreed to examine
this issue and established a Special Task Force on Standards Overload
(the Special Task Force). The Special Task Force has developed recom
mendations and prepared its report Report o f the PCPS Special Task Force
on Standards Overload which will now be considered by the PCPS Ex
ecutive Committee, the AICPA, the FASB, and the profession as a
whole.

Auditing Standards Division Publications
The following publications are published by the Auditing Standards
Division and are available from the AICPA Order Department by call
ing (800) TO-AICPA. Product numbers and prices are shown in paren
theses.
• Codification o f Statements on Auditing Standards—includes SAS Nos.
1-73 as well as SSAEs (059025HV, $52 members/$57.25 nonmem
bers)
• Selected Auditing Procedures Studies4 — Auditing Procedures Stud
ies are nonauthoritative documents issued to inform auditors of
developments and advances in auditing procedures and to pro
vide practical assistance. The cost is $28.50 to members and $31.50
to nonmembers. Product numbers are shown in parentheses.
—Auditing With Computers (021057HV)
—Auditing in Common Computer Environments (021059HV)
—Consideration o f the Internal Control Structure in a Computer Envi
ronment: A Case Study (021055HV)
—Auditing the Allowance for Credit Losses o f Banks (021050HV)
—Audits o f Inventories (021045HV)
— The Independent Auditor's Consideration o f the Work o f Internal AuAuditors (021051HV)4

4 The Auditing Standards Division plans to issue the following APSs in late 1995
or early 1996:
• Implementing SAS No. 70, Reports on the Processing of Transactions by Service
Organizations
• Audit Implications o f Electronic Data Interchange
• Auditing in a Client/Server Environment
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Other Pronouncements
Following is a list of various authoritative pronouncements issued
from January 1 , 1995 to November 1 , 1995, and their effective dates.

Statements of Financial Accounting Standards
and Interpretations Issued by the FASB5
To order copies of the following publications, call the FASB at (203)
847-0700, ext. 10.
Description

Effective Date

FASB Statement Accounting and Reporting
by Mutual Life Insurance
No. 120
Enterprises and by
Insurance Enterprises for
Certain Long-Duration
Participating Contracts
FASB Statement Accounting for the
Impairment of Long-Lived
No. 121
Assets and for Long-Lived
Assets to Be Disposed of

Financial statements for
fiscal years beginning
after December 15, 1995

FASB Statement Accounting for Mortgage
Servicing Rights
No. 122

Should be applied
prospectively in fiscal
years beginning after
December 15, 1995, to
transactions in which a
mortgage banking
enterprise sells or
securitizes mortgage
loans, with servicing
rights retained, and to
impairment evaluations
of all amounts
capitalized as mortgage
servicing rights,
including those
purchased before the
adoption of the
Statement.
(continued)

Financial statements for
fiscal year beginning
after December 15, 1995

5 See Audit Risk Alert State and Local Governmental Industry Developments— 1995
for recently issued Statements of the Governmental Accounting Standards Board.
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Description
FASB Statement Accounting for Stock-Based
No. 123
Compensation

FASB
Interpretation
No. 416

Offsetting of Amounts
Related to Certain
Repurchase and Reverse
Repurchase Agreements

Effective Date
The accounting
requirements of this
Statement are effective
for transactions entered
into in fiscal years that
begin after December 15,
1995, though they may be
adopted on issuance.
(See Statement for
effective dates for
disclosure requirements.)
Financial statements
issued for periods ending
after December 15, 1994

In addition, the FASB staff is developing a guide to FASB Statement
No. 115, Accounting for Certain Investments in Debt and Equity Securities,
that will provide implementation guidance in a question and answer
format. This Special Report is expected to be issued by the end of 1995.

EITF Consensus Positions
To order copies of the following publications, call the FASB at (203)
847-0700, ext. 10.
Description

Date Consensuses Reached

EITF Issue No.
94-1

Accounting for Tax Benefits
Resultingfrom Investments
in Affordable Housing
Projects

November 17, 1994
May 18-19, 1995

EITF Issue No.
94-3

Liability Recognition for
Certain Employee
Termination Benefits and
Other Costs to Exit an
Activity (including Certain
Costs Incurred in a
Restructuring)

May 19, 1994
November 17, 1994
January 19, 1995

6 FASB Interpretation No. 41 was issued in December 1994.
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Description
EITF Issue No.
94-5

EITF Issue No.
94-6

Date Consensuses Reached

September 21-22, 1994
Determination of What
November 17, 1994
Constitutes All Risks and
Rewards and No Significant January 19, 1995
Unresolved Contingencies
in a Sale of Mortgage Loan
Servicing Rights under
Issue No. 89-5
September 21-22, 1994
Accounting for the Buyout
November 17, 1994
of Compensatory Stock
January 19, 1995
Options

EITF Issue No.
94-7

Accounting for Financial
September 20-21, 1995
Instruments Indexed to, and
Potentially Settled in, a
Company's Own Stock

EITF Issue No.
94-9

Determining a Normal
Servicing Fee Rate for the
Sale of an SBA Loan

January 19, 1995

EITF Issue No.
94-10

Accounting by a Company
for the Income Tax Effects
of Transactions among or
with Its Shareholders under
FASB Statement No. 109

July 20-21, 1995

EITF Issue No.
95-2

Determination of What
Constitutes a Firm
Commitment for Foreign
Currency Transactions Not
Involving a Third Party

July 20-21, 1995

EITF Issue No.
95-3

Recognition of Liabilities in
Connection with a Purchase
Business Combination

May 18-19, 1995

EITF Issue No.
95-4

July 20-21, 1995
Revenue Recognition on
Equipment Sold and
Subsequently Repurchased
Subject to an Operating Lease

EITF Issue No.
95-5

Determination of What
Risks and Rewards, If Any,
Can Be Retained and
Whether Any Unresolved
Contingencies May Exist in
a Sale of Mortgage Loan
Servicing Rights

July 20-21, 1995

(continued)

51

Description

Date Consensuses Reached

EITF Issue No.
95-6

Accounting by a Real Estate July 20-21, 1995
September 20-21, 1995
Investment Trust for an
Investment in a Service
Corporation

EITF Issue No.
95-7

Implementation Issues
Related to the Treatment of
Minority Interests in
Certain Real Estate
Investment Trusts

September 20-21, 1995

EITF Issue No.
95-8

Accounting for Contingent
Consideration Paid to the
Shareholders of an Acquired
Enterprise in a Purchase
Business Combination

September 20-21, 1995

EITF Issue No.
95-9

Accountingfor Tax Effects of September 20-21, 1995
Dividends in France in
Accordance with FASB
Statement No. 109

EITF Issue No.
95-10

Accounting for Tax Credits
Related to Dividend
Payments in Accordance
with FASB Statement No.
109

July 20-21, 1995

EITF Issue No.
95-12

Pooling-of-interests with a
Common Investment in a
Joint Venture

September 20-21, 19957

EITF Issue No.
95-13

Classification of Debt Issue
Costs in the Statement of
Cash Flows

September 20-21, 1995

EITF Issue No.
95-14

Recognition of Liabilities in
Anticipation of a Business
Combination

September 20-21, 19958

7 The EITF intends to discuss this issue further at its November 15-16, 1995
meeting.
8 See Note 7.
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Statements of Position and Practice Bulletins Issued by the
AICPA
To order copies of the following publications, call the AICPA Or
der Department at (800) TO-AICPA. The cost is $8.50 to members
and $9.50 to nonmembers. Product numbers are shown in parenthe
ses.
Description

Effective Date

SOP 94-5

Disclosures of Certain
Matters in the Financial
Statements of Insurance
Enterprises (014883HV)

Financial statements
issued for periods ending
after December 1 5 , 1994

SOP 94-6

Disclosure of Certain
Significant Risks and
Uncertainties (014880HV)

Financial statements
issued for fiscal years
ending after December
15, 1995

SOP 95-1

Accounting for Certain
Insurance Activities of
Mutual Life Insurance
Enterprises (014889HV)
Financial Reporting by
Nonpublic Investment
Partnerships (014808HV)

Financial statements for
fiscal years beginning
after December 15, 1995

SOP 95-2

Practice Bulletin Accounting and Reporting
by Limited Liability
No. 14
Companies and Limited
Liability Partnerships
(033160HV)

Financial statements
issued for fiscal years
beginning after
December 15, 1995
Financial statements
issued after May 3 1 , 1995

Electronic Pronouncements
The following professional standards are available in electronic for
mat for computer use.

AICPA Pronouncements
To order, call the AICPA Order Department at (800) TO-AICPA.
Product numbers and prices are shown in parentheses. Disks are avail
able in 3½ " (1.44MB) or 5¼ " (1.2MB) format. Subscribers receive up
dates approximately four times a year.
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• Professional Standards—Subscription (Product No. G01030HV, $160
members) or Annual Edition (Product No. 016990HV, $98.75
members/$108.50 nonmembers)
• Technical Practice Aids—Subscription (Product No. G01031HV,
$125 members) or Annual Edition (Product No. 016971HV, $97.50
members/$107.50 nonmembers)
• A u d it an d A ccou n tin g G uides— Su bscrip tion (Product No.
G01009HV, $345 members/$400 nonmembers)
These products are compatible with computer systems that have the
following specifications:
• IBM PC or 100 percent compatible systems
• DOS 2.0 (or higher)
• 512K RAM minimum
• Single diskette and hard drive

FASB Financial Accounting Research System for Windows™ on
CD-ROM
The Windows version of the Financial Accounting Research System
(FARS) is now available from the FASB. For ordering information, call
the FASB at (203) 847-0700, extension 558. FARS for Windows is de
signed to be loaded on your hard drive and is available on CD-ROM or
on Diskettes (currently ten). Updates to FARS will be sent approxi
mately four times a year as appropriate with the issuance of new docu
ments. FARS includes the following pronouncements:
• Original Pronouncements—FASB and AICPA pronouncements (in
cluding totally superseded pronouncements): FASB Statements,
Interpretations, Technical Bulletins, Concepts Statements, ARBs
43-51; APB Opinions and Statements; AICPA Accounting Inter
pretations and Terminology Bulletins
• Current Text—Integration of financial accounting and reporting
standards arranged by topic. Contains General Standards, Indus
try Standards, and Current Text sections that have been totally su
perseded but are still applicable due to a delayed effective date.
• EITF Abstracts—Full text of each abstract for every issue discussed
by the FASB's Emerging Issues Task Force since its inception in
1984. Also includes EITF topical index.
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• Implementation Guides—Questions and answers from FASB Special
Reports and other published implementation guidance
• Comprehensive Topical Index—References linked to appropriate sec
tions in the above.
System Requirements:
• Intel-compatible 80386 processor or greater
• Four MB of RAM (8MB or more recommended)
• Microsoft Windows™ 3.1 running in enhanced mode
• Fixed disk (hard drive) containing 25 megabytes of free disk space
• A monitor
• Use or other Microsoft-compatible input device
FARS is also available in a DOS version on Diskette only. Call (203)
847-0700 extension 575 for details on the DOS version of FARS or for
technical questions on the Windows version.
Pricing:
For a single-user system—The cost for the service is $448 for members and
academics. For all others the cost is $560.
For network application—CD-ROM (or one set of ten diskettes) with
documentation will be provided for each network. The pricing is based
on concurrent usage, and you must have a reasonable mechanism or
process in place to assure that the number of concurrent users of FARS
does not exceed the number of concurrent FARS users declared for your
network. Cost of first user is $448 for members9 and academics, $560
for all others. For each additional user, the cost is $396 for members and
academics, $495 for all others.

Industry Developments
The AICPA issues Audit Risk Alerts that focus on recent develop
ments in various industries to provide auditors with overviews of cur
rent economic, industry, regulatory, and professional developments.
The following industries are covered, with product numbers shown in
parentheses:
• Agribusiness (022174HV)
9 Member of the Financial Accounting Foundation and Accounting Research
Association of the AICPA.
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• Airlines (022182HV)
• Banks and Savings Institutions (022165HV)
• Casinos (022171HV)
• Common Interest Realty Associations (022183HV)
• Construction Contractors (022176HV)
• Credit Unions (022167HV)
• Employee Benefit Plans (022157HV)
• Federal Government Contractors (022169HV)
• Finance Companies (022172HV)
• Health Care (022162HV)
• High-Technology Enterprises (022175HV)
• Insurance Companies (022168HV)
• Investment Companies (022163HV)
• Not-for-Profit Organizations (022159HV)
• Oil and Gas Producers (022166HV)
• Public Utilities (022173HV)
• Real Estate Companies (022170HV)
• Securities (022164HV)
• State and Local Governments (022158HV)
Copies of these industry developments are available from the
AICPA Order Department at (800) TO-AICPA. The cost is $6.50 each to
members and $7.25 each to nonmembers. They are also included in the
loose-leaf service for Audit and Accounting Guides.

Information Technology Division Publications
The AICPA's Information Technology Division has published the
following documents that may be useful to auditors. To order, call the
AICPA Order Department at (800) TO-AICPA. Product numbers and
prices are shown in parentheses.
• Practice Aid, CPA Firm Technology Planning Guide (Product No.
038510HV, $10.25 members/$11.25 nonmembers). This Practice
Aid is designed to help firms implement new technology and in
cludes a technology planning checklist and sample plan.
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• Practice Aid, Computer Disaster Recovery Planning Guide (Product
No. 043003HV, $20 members/$22 nonmembers). This Practice Aid
is designed to help entities implement a computer disaster recov
ery plan. The aid discusses, among other things, general office and
personnel procedures, tape backup procedures, tape rotation, and
virus protection software.
• Practice Aid, Image Processing and Optical Character Recognition
(Product No. 043000HV, $14.50 members/$16 nonmembers). This
Practice Aid is designed to help firms implement image process
ing and optical character recognition (OCR) and includes a dia
gram of an image processing system and a description of the
technical architecture used by one organization. Image processing
and OCR are two technologies that accounting professionals are
encountering in their daily operations. They enable organizations
to become more efficient and to provide better customer service.
• Practice Aid, Information Security (Product No. 043007HV, $17
members/$18.75 nonmembers). This Practice Aid explores the
various elements of information security in relation to audit impli
cations, MAS opportunities, client service delivery, and general
awareness.
• Practice Aid, Microcomputer Security (Product No. 043005HV, $20
members/$22 nonmembers). This Practice Aid is designed to give
organizations an overview of microcomputer security, and consid
ers a number of common problems of microcomputer security.
• Practice Aid, Quick Response (Product No. 043008HV, $17 mem
bers/$18.75 nonmembers). This Practice Aid describes the various
technologies that support Quick Response, along with the benefits
to retailers and suppliers for implementing this strategy. Quick
Response is a strategy that attempts to best meet the needs of the
ultimate consumer by developing new business relationships and
using technology to get products quickly through the merchandise
pipeline.
• Practice Aid, EDI Control, Management and Audit Issues (Product
No. 043004HV, $30 members/$33 nonmembers). This Practice Aid
is a practical guide for CPAs involved with EDI. It is a reference
document that contains all the essential and pertinent informative
material on the various management, legal, and audit aspects of
EDI.
• Technology Bulletin, Client/Server Computing and Cooperative Proc
essing (Product No. 043006HV, $17 members/$18.75 nonmem
bers). This Technology Bulletin examines the capabilities and
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features of client/server computing—one of the hottest terms in
the information technology industry today. Client/server comput
ing has allowed many organizations to reduce their computing
costs by off-loading processing from the mainframe to more af
fordable, smaller machines.
• Technology Bulletin, Executive Information Systems (Product No.
043002HV, $20 members/$22 nonmembers). This Technology Bul
letin is designed to inform accounting professionals about the ca
pabilities and features of today's executive information systems.
• T ech n o lo g y B u lle tin , M emory M anagem ent (P ro d u ct No.
043001HV, $20 members/$22 nonmembers). This Technology Bul
letin is designed to help accounting professionals understand the
issue of personal computer memory management and how to take
full advantage of their computer's resources.

AICPA Services
Accountants Forum
The AICPA has established a national "Accountants Forum" that is
available on the CompuServe Information Network. The Accountants
Forum enables participants to access information and communicate
with each other, the AICPA, and state societies via CompuServe. The
Accountants Forum was launched on June 30, 1995, and contains the
following components:
1.

Library—Contains nonauthoritative professional information de
veloped by the AICPA and thirty-five participating state CPA so
cieties, such as exposure drafts of proposed standards, practice
aids, and newsletters. Users are able to search and download Li
brary files. Information about AICPA activities, including task
force and committee meetings, are posted in the Library.

2.

Message Center—Functions as a bulletin board through which par
ticipants may post public messages, questions, and responses.

3.

Conference Center—Enables individuals or groups to conduct in
formal online conversations, as well as formal moderated confer
ences.

4.

Catalog—Enables members to access AICPA and state society
catalogs, order advertised products, and register for conferences
and continuing professional education courses. (Available in late
1995.)
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5.

Research Database—Enables users to search authoritative profes
sional literature. (Available in late 1995.)

Accountants Forum users also have unlimited access to Com
puServe's many services, including e-mail, travel reservations, news
services, and other reference sources. AICPA members, participant
state societies, and the general public who already use CompuServe
can access the Accountants Forum either by entering the "GO AICPA"
command or, if they are using CompuServe's "WinCIM" software,
clicking on the "Professional" button on the main menu and selecting
Accountants Forum. To sign up for a CompuServe account (and re
ceive free communications software and a $25 usage credit), call (800)
524-3388 and ask for the "AICPA Package" or "rep no. 748." Users are
charged $9.95 per month for CompuServe (including five free hours),
plus $2.95 an hour after the fifth hour.

Technical Hotline
The AICPA's Technical Information Service answers inquiries about
specific audit or accounting problems. Call toll-free (800) TO-AICPA.

Professional Ethics Division
The AICPA's Professional Ethics Division answers inquiries about
the application of the AICPA Code of Professional Conduct. Call tollfree (800) TO-AICPA.
* * * *

This Audit Risk Alert replaces Audit Risk Alert— 1994.
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